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Common Interest Realty Associations
Industry Developments— 2001/02
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your common
interest realty association (CIRA) audits. The knowledge deliv
ered by this Alert assists you in achieving a more robust under
standing of the business and economic environment your clients
operate in— an understanding that is more clearly linked to the
assessment of the risk of material misstatement of the financial
statements. Also, this Alert delivers information about emerging
practice issues, and information about current accounting, audit
ing, and regulatory developments.
If you understand what is happening in the CIRA industry and
you can interpret and add value to that information, you will be
able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining that industry
knowledge and understanding it.
This Alert is intended to be used in conjunction with the
AICPA general Audit Risk Alert—2001/02 (Product No.
022250kk) and C om pilation a n d R eview Alert—2001/02
(Product No. 022270kk).

Current Economic Developments
For a complete overview of the current economic environment in
the U nited States see the AICPA general Audit Risk Alert —
2001/02 (Product No. 022250kk).
The economy remained weak and uncertain in the third quarter
of 2001, hanging between recovery and recession. The U.S. con
sumer sentiment index plunged to 83.6 in September 2001, its
lowest level in nearly eight years. This loss of consumer confidence
5

is significant inasmuch as consumer spending has been a major
pillar propping up the economy. The sharp rise in unemployment
was a contributing factor to the reduction in consumer confi
dence. The U.S. unemployment rate soared to a four-year high of
4.9 percent in August 2001.
The September 11, 2001, attack on America injected further agi
tation and uncertainty into the U.S. economy. The ramifications
of that attack and the ensuing war against those responsible for
that attack may deepen the economic slowdown and lead to a re
cession; however at the time of the writing of this Alert the shortand long-term effects of the attack on the economy are uncertain.
Despite the general economic slowdown, the housing market has
remained strong, partly due to low mortgage interest rates. Hous
ing continues to be a good investment for families since home
values have appreciated at more than twice the rate of consumer
price inflation. Home values have increased by an annualized rate
of 6.9 percent nationwide in the second quarter of 2001 accord
ing to the Federal Home Loan Mortgage Corporation (Freddie
Mac).

Regulatory Developments
The operations of CIRAs are regulated by the individual states
and not by the federal government. However, federal regulations,
court cases, IRS revenue rulings, and federal legislation apply to
the income tax treatment of CIRAs. Also, two federal agencies,
the Federal Housing Administration (FHA) and the Department
of Veterans Affairs, as well as two government sponsored enter
prises (GSEs), FreddieMac and the Federal National Mortgage
Association (FannieM ae), have regulations and underw riting
guidelines to guide developers, mortgage lenders, and others in
establishing CIRAs as well as in the sales and financing of units.
Although compliance with such regulations may not be manda
tory, compliance with their guidelines and underwriting require
ments facilitates the development, sale, and resale of units within
CIRAs. This section discusses recent developments in federal reg
ulations as they relate to CIRAs, including U.S. Department of
6

Housing and Urban Development (HUD) requirements, IRS
private letter rulings, and bankruptcy legislation.
HUD Electronic Submission Requirements for Multifam ily Programs
What are HUD’s electronic submission requirements for multifamily
programs, and what are the auditor’s related responsibilities?

A number of CIRAs are involved with housing programs admin
istered by the FHA, which is part of HUD. These housing pro
grams promote the development of housing for elderly and lowto moderate-income individuals and families by providing mort
gage insurance, rent subsidies, direct loans, and mortgage interest
subsidies. CIRAs that are developed under these programs are
typically required to adhere to specific program requirements, as
well as to submit annual audited financial statements to HUD.
H ousing cooperatives are the most likely type of CIRA that
m ight be developed under such HUD programs. If your client
should comply with HUD requirements, refer to HUD hand
books for guidance on accountant qualifications, financial state
m ent format, disclosure, reporting, and specific program
compliance.
Help Desk—To obtain copies of the HUD handbooks, no
tices, and other documents go to www.hudclips.org where they
are available for print or to be viewed. Printed handbooks can
be ordered online through the Direct Distribution System or
by telephone at (800) 767-7468.
Under the HUD Uniform Financial Reporting Standards, public
housing authorities and project owners of HUD-assisted hous
ing, such as public housing, section 8 housing, and m ultifamily
insured housing programs, are required to submit financial infor
mation electronically to H U D ’s financial assessment subsystem
(FASS) via a tem plate known as the financial data schedule
(FDS). The electronic submissions should be sent to the Real Es
tate Assessment Center (REAC), which is the HUD national
m anagem ent center created to receive and evaluate electronic
submissions.
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Also, if your client is involved in a not-for-profit or for-profit
multifamily housing program and is receiving financial assistance
from H UD , note that the HUD reporting and audit require
ments for such programs have recently changed. A revised user
guide, Industry User Guide fo r the Financial Assessment Subsystem —
M ultifam ily H ousing (FASSUB guide 3.0), as of September 21,
2001, has been issued by REAC and can be obtained at
www.hud.gov/offices/reac/products/fass/fassmf_guide.cfm. This
revised guide expands the requirem ent for electronic subm is
sions to include the m ultifam ily housing portfolio and revises
the submission process for audited data.
The FASSUB guide requires auditors to perform the following:
• The auditor is required to compare the electronically sub
mitted FDS information (which essentially includes a trial
balance of the financial statements and certain other sup
plemental information) in the REAC staging database to
hard copy of the same information. The REAC database is
made up of accurate, credible, and reliable information as
sessing the condition of H U D ’s housing portfolio through
an Internet-worked database of comprehensive and objec
tive information drawn from existing government systems
and from an ongoing program of property inspections,
analysis of financial and management reports, resident sur
veys, and review of residential appraisals. An attestation
agreed-upon procedures report should be prepared and
submitted to REAC electronically by the auditor. The attes
tation agreed-upon procedures engagement should be per
formed in accordance with chapter 2, “Agreed-Upon Procedures
Engagements,” of Statement on Standards for Attestation En
gagement (SSAE) No. 10, Attestation Standards: Revision an d Re
codification (AICPA, Professional Standards, vol. 1, AT sec. 201).
Help Desk—Chapter 2 of SSAE No. 10 supersedes SSAE No. 4,
Agreed-Upon Procedures Engagements. HUD revised its guidance
on March 6, 2001, to refer to SSAE No. 10. The guidelines on
reporting and attestation requirements of Uniform Financial
Reporting Standards (UFRS) can be found at www.hud.gov/
utilities/intercept.cfm?/offices/reac/pdf/ufrs22801.pdf.
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•

Hardcopy of the FDS is required to be included with the
basic financial statements and reported on by the auditor
in accordance w ith Statem ent on A uditing Standards
(SAS) No. 29, Reporting on Information Accompanying the

Basic Financial Statements in Auditor-Submitted Documents
(AICPA, Professional Standards, vol. 1, AU sec. 551). Since
the FDS information is outside the basic financial state
ments, auditors should report on it as it relates to the fi
nancial statements taken as a whole.
Help Desk—The AICPA provided input into the UFRS
guidelines as HUD developed them, particularly on the audi
tor report templates. A copy of the UFRS guidelines can be
obtained from the RFAC Web site at www.hud.gov/reac/pdf/
fass_ph_guideufrs.pdf. Additional information regarding the
activities of REAC and how they affect HUD programs and
audits of HUD programs is available on the REAC Web site at
www.hud.gov/reac. Further assistance on the electronic sub
mission requirements is available by contacting the REAC cus
tomer service center at (888) 245-4860.
Unique Independent Public Accountant Identifiers
REAC recently instituted a system of “unique independent pub
lic accountant identifiers” (UII) to help identify auditors and to
enhance the security of its system. For each electronic submission
of a m ultifam ily housing project FDS made after February 5,
2001, that has auditor involvement, FASS requires a UII, which
is a randomly generated, permanently assigned, five-digit num 
ber. Before an auditor may obtain a UII, the auditor must register
within HUD secure systems, which requires the involvement of a
multifamily housing entity client. Therefore, you should coordi
nate with one of your multifamily housing entity clients to obtain
your UII in advance of when you will need it.
Help Desk—To obtain more information about UIIs and audi
tor validation of submission of data required when submitting
audited financial information to REAC, visit the HUD Web site
at www.hud.gov/offices/reac/products/fass/mf_uiiaudit.cfm.
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Guidelines for Calculating and Retaining Section 236 Excess Income
On July 27, 2001, the HUD Office of Housing issued Notice H
01-7, which supersedes Notice H 00-17. Note H 01-7 expires
July 31, 2002. The HUD Notice applies to all section 236 pro
jects (the typical CIRA would be a housing cooperative) with as
sistance through the section 236 interest reduction paym ent
program. HUD Notice H 01-7 provides guidelines for im ple
mentation of section 216 of the department’s Fiscal Year 2001
Appropriations Act, P.L. 106377. Section 861 of the American
Homeownership and Economic O pportunity Act of 2000
amends section 236(g) of the National Housing Act, providing
an extension of the authority to retain excess income. It also pro
vides, in relevant part, that any excess income that a project
owner has collected and that such owner has not remitted to the
Secretary of HUD may be retained by such owner unless the Sec
retary otherwise provides. Instructions are provided for an
owner’s participating in retention of excess income for projects
with assistance through the section 236 interest reduction pay
ments program.
Excess income comprises cash collected as rent from residents by
the mortgagor, on a unit-by-unit basis, that is higher than the
HUD -approved unassisted basic rent. Excess income m ay be
used for any project purpose, such as project operating shortfalls
and repair costs, which are applicable to CIRA clients. Another
project use applicable to CIRA clients is increasing deposits to the
reserve fund for replacements to a lim it necessary to fund the re
serve adequately.
Help Desk—For additional guidance, refer to HUD Notice H
01-7 at www.hudclips.org, which contains sections on policy,
retaining section 236 excess income, usage of excess income,
requesting approval, treatment of excess income previously
collected, and reporting requirements.
IRS Rulings and Memorandum
Private letter rulings (PRLs) are written memoranda furnished by
the IRS national office in response to taxpayer requests under
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published annual guidelines. Technical advise m em oranda
(TAMs) are furnished by the national office of the IRS upon re
quest of a district director or chief appeals officer pursuant to an
nual review procedures. It is im portant to note that although
such rulings and memoranda cannot be used or cited as prece
dent, they can be used as guidance if your client encounters a
similar situation. The following may affect CIRAs:
• W ith PLR 2000-51049 and PLR 2001-01036 the IRS is
establishing a rulings position that the operation of exer
cise facilities and health clubs, under certain circum 
stances, constitutes a related activity for section 501(c)(3)
organizations. If your client is a 501(c)(3) organization and
houses exercise facilities in its building then you may con
sider referring to these private letter rulings for possible
guidance. This evolving position has attracted criticism
from the fitness club industry in a manner similar to the
opposition several years ago to travel tours operated by taxexempt organizations.
• TAM 2000-47-049 was published by the national office.
This technical advise memorandum contains an extensive
analysis of the treatment for unrelated business income tax
(UBIT) purposes of income from the development and
sale of land, the provision of municipal-type services such
as water and sewer, garbage collection, services to its own
buildings and to the private residences within the grounds,
and operation of a golf course, tennis courts, and boating
facilities by section 501(c)(3) organizations. If your client
is in a similar situation, you may consider referring to this
TAM for guidance on what constitutes UBIT under Inter
nal Revenue Code (IRC) 512(a)(1).
Help Desk— For more information on unrelated business in
come tax go to www.irs.gov/bus_info/eo/topicF02.pdf for a
written document on the current developments of UBIT
which includes the full PLR and TAM discussions and conclu
sions on the specific issues mentioned above as well as many
others.
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Bankruptcy Legislation in Washington
According to the Mortgage Bankers Association (MBA), the per
centage of mortgages in foreclosure and the number of late mort
gage payments being made by homeowners has increased. The
MBAs national delinquency survey showed the following second
quarter 2001 results:
• The delinquency rate for loans on one- to four-unit resi
dential properties increased to 4.63 percent. This is up 26
basis points from the first quarter 2001.
• The delinquency rate for conventional loans increased
2.93 percent, up 16 points from the first quarter 2001.
• The rates for FHA loans increased to 10.79 percent, up 79
basis points from the first quarter 2001.
• The rates for VA loans increased to 7.63 percent, up 41
basis points from the first quarter 2001.
Moody’s Investor Services stated that late payment and bad loan
write-off rates rose by over 13 percent from the prior year. Con
sumer credit quality has not been this dismal since the negative
credit cycle in 1993-1997. The continuing slowing of the U.S.
economy, especially in light of the recent economic effects of the
September 11, 2001, terrorist attacks, raises the specter of grow
ing defaults and bankruptcies. It should be mentioned, however,
that m ortgage lenders, the two federal agencies, and the two
GSEs have powerful software-driven scripting and m itigation
tools and programs that can assist in bringing delinquent borrow
ers in CIRAs current in their mortgages. You may want to advise
your clients of this management tool.
Under the current law, a CIRA generally becomes a secured credi
tor in a bankruptcy proceeding when an assessment lien is
recorded on the property before the owner (debtor) files for bank
ruptcy. Once the CIRA receives notification of the bankruptcy,
the CIRA must stop all collection action such as warning letters,
liens, lawsuits, and foreclosures against that owner immediately
due to the federal court’s “automatic stay” against such actions.
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Legislation is currently going on in Washington that would con
stitute the largest overhaul of the bankruptcy laws in 20 years.
The House and the Senate have appointed conferees who w ill
draft a final version of the Bankruptcy Reform Act of 2001 to be
sent to the President for signature.
Proposed Changes in the U.S. Bankruptcy Law
The proposed changes in the bankruptcy law provide that when
the owner of a condo unit or the shareholder of a coop files for
bankruptcy, he or she is not discharged from liability for assess
ments or other fees that become due and payable after the ownershareholder files for bankruptcy, provided that the homeowner
continues to live in the unit or receives rent payments from a ten
ant occupying the unit. However, if the owner-shareholder aban
dons the property and fails to rent out the unit, then the
homeowner is not liable for the post-petition assessments. There
fore, in certain situations under the revised bankruptcy law, asso
ciations would have the option of proceeding in state court to
collect on post-petition debt.
The passing of this law is im portant to CIRAs because it w ill
make it easier for CIRAs to collect post-petition assessments1and
carrying charges2 from an owner-shareholder who does not relin
quish the ownership interest in the unit. Under the current law,
collection of such assessments and charges is tied to occupancy or
subletting. Some owners-shareholders engage in “under the table”
subletting or allow friends and relatives to stay in the unit rentfree, thereby escaping liability for post-petition monthly assess
ments and charges.

1. Post-petition assessments are the bankrupt owner’s proportionate share of the amount
o f money necessary to pay for the operation, administration, maintenance, and man
agement o f the common property and funds for future major repairs and replace
ments, late charges, and interest incurred after the date the bankruptcy was filed.
2. Carrying charges are charged to tenant-shareholders for operating and capital expen
ditures based on proprietary lease agreements, in cooperative housing corporations
(commonly referred to as rent).
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Audit Issues and Developments
Budgets and Budget Analysis
What is important about CIRA budgets and their analysis for this year’s
CIRA engagements?

Because budgets are the primary basis for assessments or revenue
for a CIRA we will revisit the topic of budgets again this year. In
effect, budgets are the cornerstone of a CIRA’s performance mea
surement. The budget is a framework that defines the financial
parameters in which a CIRA operates. The legal documents cre
ating most CIRAs require that assessments be based on budgets.
The budgets of CIRAs are the monetary expression of their goals
and objectives and emphasize the stewardship responsibility of
their boards of directors as they deliver the three core housing ser
vices of all CIRAs: business services, governance services, and
com m unity services. According to Financial Accounting Stan
dards Board (FASB) Statement of Financial Accounting Con
cepts No. 4, O bjectives o f F inancial R eporting by N onbusiness
Organizations, budgets are used to allocate and control the use of
resources. Budgets are also used to obtain resources. For example,
budgets are pivotal in establishing levels of dues, taxes, and fees to
be imposed.
Budgets are pivotal in assessing actual versus anticipated CIRA
operating results. The AICPA Audit and Accounting Guide Com
mon Interest Realty Associations (the CIRA Audit Guide) recom
mends that the auditor consider comparing budgeted amounts
with actual amounts as an analytical procedure in the audit of a
CIRA. SAS No. 56, A nalytical Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 329), provides guidance on the use of
analytical procedures and requires the use of analytical proce
dures in the planning and overall review stages of all audits.
Most items in a CIRA’s budget are fixed, such as monthly mort
gage payments, or easily predicable expenses, such as insurance,
corporate taxes, real estate taxes, and labor service contracts. An
nual budgets are made up of basic costs for repairs and supplies,
as well as major repairs or special projects, which usually account
14

for the lion’s share of the annual budget. The remainder consists
of utilities, water and sewer charges, and fuel, which have become
the most unpredictable variables over the past two years, seriously
impacting the budgets of CIRAs .
Over the past year we have seen electricity costs increase more
than 25 percent beyond budgeted amounts, leaving many CIRAs
dipping into budget surpluses from prior years. This year electric
ity costs are expected to increase by another 15 or 20 percent.
The cost of natural gas and home heating oil also increased
sharply, rising anywhere ranging from 25 percent to 50 percent
during the course of the 2000-2001 winter season. Insurance pre
miums in general, and for directors and officers liability coverage
in particular, also are likely to rise as much as 25 percent over the
next two years due to the rising level of claims at the “severity
level”— the $ 1 million mark or above. In light of the above, your
CIRA client should consider including a contingency line item in
the annual budget for these expected increases in operating costs.
The events of September 11, 2001, should be a painful reminder
that CIRAs located in high-rise buildings may want to consider
developing budgets that include the creation of evacuation proce
dures, drills for such procedures, various types of safety equip
m ent, the purchase of equipm ent that can facilitate the
evacuation of the disabled, and the purchase of insurance that
contains adequate amounts of debris removal coverage.
As an auditor of CIRA clients, you should be cognizant that
sometimes the budget accompanying the financial statement has
expired. As discussed in the CIRA Audit Guide, if expired budget
information accompanies the financial statements, this additional
information should be treated in accordance with the provisions
of SAS No. 29. O rdinarily, such inform ation would not have
been subjected to the auditing procedures applied in the audit of
the basic financial statements, and, accordingly, the auditor
would disclaim an opinion on such information. For an example
of a disclosure of opinion that would be appropriate in such cir
cumstances, see paragraph 7.22 in the CIRA Audit Guide.

15

Help Desk—The AICPA’s new Audit Guide Analytical Proce
dures (Product No. 021069kk) provides great implementation
guidance for the use of analytical procedures. It also includes
a discussion of your professional responsibilities under SAS
No. 56.
Another budgeting area of concern to auditors includes financial
reserve studies. If the CIRA has accepted financial reserve study
recommendations, auditors should inquire about the professional
qualifications of the entity perform ing the reserve study and
whether the CIRA has reconciled these approved financial
amounts with the budget to ensure consistency.
How do budgets play a part in performance evaluations? Budgets
can help determine if the CIRA is successfully and prudently de
livering its three core housing services. Also, budgets can provide
CIRA owners who use them with a measure of evaluating both
manager and board performance. Performance of these key CIRA
decision makers is a reflection of, among other things, how the
association has actually performed relative to achieving its bud
getary financial goals. Some of the more important categories for
CIRAs to consider when evaluating performance are listed in the
table.
Delivery of Core CIRA Housing Services
Business Services

Governance Services

Com m unity Services

1. Measure the variances
between budgeted and
actual amounts.

1. Measure and compare
the costs o f various types
o f dispute resolution:
internal CIRA mediation,
use o f attorneys, and so on.

1. Evaluate the budgeted
cost and timeliness o f
responses to resident
communications con
cerning CIRA opera
tions, and so on.

2. Determine if proper
allocations to replace
ment fund accounts are
being met.

2. Ensure that the cost
components o f the CIRAs
annual plan are included
in the budget.

2. Determine that the
budget contains suffi
cient funds so that new
residents (owners and
tenants) can be success
fully oriented to living
in the CIRA.
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Business Services

Governance Services

Community Services

3. M onitor budgeted
amounts for delinquen
cies and bad debts by
duration, amount, and
type.

3. Make sure sufficient
funds are budgeted for
board, committee, and
staff training.

3. Evaluate the budgeted
amounts for making sure
the CIRA is in compli
ance with Fair Housing
and similar statutes.

4. Make sure that insur
ance deductibles are in
cluded in the budget.

4. Determine that the
records o f the CIRA
accurately reflect board
decisions that involve
budgeted items.

4. If the CIRA commun
icates using a Web site,
determine if the budget
can support ongoing
Internet maintenance
and security.

Misappropriation of Assets
Fraud is always a concern for CIRAs, whether the embezzlement
is large or small. Frauds in CIRAs sometimes involve CIRA board
members or CIRA managers. A typical fraud perpetrated by
CIRA board members involves the w riting of checks to them 
selves or to related companies— foregoing the second required
signature. CIRA managers who commit fraud typically create fic
titious vendors and bill the CIRA with invoices from those ven
dors. The CIRAs paym ent check is then deposited into the
manager’s bank account.
Auditors have a responsibility to plan and perform the audit to
obtain reasonable assurance that the financial statements are free
of m aterial m isstatem ent, whether caused by error or fraud.
Fraud often goes undetected and may be concealed through falsi
fied documentation, including forgery. Auditors should be alert
to the presence of risk factors or other conditions that may alert
the auditor to a possibility that fraud may exist. In planning an
audit, the auditor should consider fraud risks factors in accor
dance with the guidance contained in SAS No. 82, Consideration
o f Fraud in a Financial Statement Audit (AICPA, Professional Stan
dards , vol. 1, AU sec. 316). Examples of fraud risk factors and
other conditions that may affect CIRAs include the following:
• A lack of segregation of duties among the CIRA board or
CIRA management (responsibility for financial matters is
largely in the hands of one individual)
17

• A lack of CIRA board oversight over financial matters,
such as a failure to review the CIRA’s financial statements
periodically
• Inadequate internal control, such as a failure to prepare and
independently review bank reconciliations, independently
match checks to authorized invoices or payment requests,
and obtain multiple bids for major contracts or projects
• General ledgers that do not balance or subsidiary account
ing records that cannot be reconciled to the general ledger
•

Cash shortages that cannot be explained

• Accounts receivable credited without proper authorization
An auditor should assess the risk of material misstatement of the fi
nancial statements due to fraud and take into account all identified
risk factors and other conditions. In some cases, even though fraud
risk factors have been identified, the auditor’s judgment may be
that audit procedures otherwise planned are sufficient to respond
to the risk factors. In other circumstances, the auditor may con
clude that the conditions indicate a need to modify procedures.
Depending on an auditor’s assessment of the risk of material mis
statement due to fraud, the following example audit procedures
may help detect the existence of fraud.
•

Review vendor lists with appropriate board members or
management and investigate any material payments to un
known or unusual vendors.

•

Review bank statements and cancelled checks. Look for
checks for significant amounts made out to cash, employ
ees, or unusual vendors. For those checks, compare en
dorsements to payee.

• Examine bank reconciliations. A thorough review of bank
reconciliations is one of the best ways to detect fraud relat
ing to cash. W ith the advent of sophisticated software it is
possible to forge bank statements; the auditor should ex
amine such statements for the bank’s watermark or other
security mark.
18

• Examine material disbursements with m anagement-only
signatures carefully.
• Use substantive analytical procedures, including the devel
opment of an expected dollar amount, at a high level of
precision, to be compared with a recorded amount.
SAS No. 82 provides guidance for the auditor if he or she deter
mines that financial statement misstatements are or may be the
result of fraud.
Help Desk—In implementing SAS No. 82, auditors can con
sult the AICPA’s publication entitled Considering Fraud in a
Financial Statement Audit: Practical Guidance fo r Applying SAS
No. 82 (Product No. 008883kk). This publication contains
practical user-friendly information to help understand and fol
low the requirements of SAS No. 82. Call the AICPA at (888)
777-7077 to order.
Audit Efficiency
The AICPA Private Com panies Practice Section (PCPS) task
force has conducted a survey on the best practices in audits. The
not-for-profit (NPO) sector was selected because NPOs often
have small operations and few accounting staff, if any, which
poses a particular challenge to audit efficiency. However, the best
practices uncovered can be applied to CIRA audits as well, since
there are many similarities between the two. Firms cited for their
excellent quality controls shared practice tips on how to improve
audits while saving time and enhancing profits. The study also re
vealed four important steps to achieving audit efficiency.
As reflected in the survey findings, sometimes less is more when it
comes to audit efficiency. W hile still meeting professional stan
dards, m any CPA firms have found it possible to reduce the
am ount of time involved in the audit. They can improve and
m aintain quality just by w orking smarter. The four steps to
achieving audit efficiency include:
1. Involve client in audit preparation
2. Retain clients and staff
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3. Plan properly
4. Assess risk
Involve Client in Audit Preparation
CPAs can work much more efficiently when clients supply them
w ith all the inform ation they need to perform the audit. If a
CPAs staff has to spend time locating and copying needed files or
doing catch-up bookkeeping work, the length of the audit most
often increases, resulting in the firm not realizing 100 percent of
the value of its fees.
The survey revealed a variety of strategies firms are using to en
sure clients are prepared for their audits:
•

One firm created two separate groups: a traditional audit
team and another, “swat” team that prepares clients for the
audit. The firm would introduce the swat team, if needed,
with a different engagement letter for the additional audit
preparation work to be performed, which then forces a
conversation with the higher level people. The conversa
tion would include discussion of w hat’s not ready, what
needs to happen, how the firm can help, and what it would
cost.

• Firms can review possible engagement efficiencies with the
clients at the planning conference. Items that added or
saved time or money during the previous year’s engage
ment can be discussed, to reinforce the right client behav
ior and in turn allow the clients to see how they can
provide the firm with better assistance and the positive fi
nancial impact it will have on the fee.
•

Practitioners can meet with the board of directors, and ask
them to com municate the value and im portance of the
audit to the organization staff members and urge them to
cooperate in the engagement preparation. Firms can also
provide explicit lists of what is needed with clear examples
and due dates.
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• Some firms have also discounted the fee when proper
preparation is performed. They have found that a small in
ducem ent can cost less than taking on the preparation
work themselves.
•

Some firms reschedule the fieldwork if the client is not
ready.

•

Finally, developing realistic expectations for your clients is
yet another strategy to help you ensure your clients are pre
pared for the audit.

Retain Clients and Staff
According to the firms surveyed, an important contributor to ef
ficiency is a meaningful investment in an industry niche. Greater
fam iliarity with the practice area, such as CIRAs, and with partic
ular clients enables practitioners to streamline their audit ap
proaches and to make the most of the time they spend on each
engagement. It also allowed them to offer clients valuable advise
on best industry practices and to charge premium fees. One way
to keep the relationship going is to bring next year’s engagement
letter with you when you drop off the reports at the end of the
audit. Some clients may sign it and hand it right back to you.
Strategies for Achieving Low Employee Turnover. Staff reten
tion was also very important to the participants surveyed. It en
hances both their client-specific and industry experience. The
best strategies included:
• Explicit and enforced anti-overtime policies
• A growth plan that offers opportunities for recognition
and advancement to partner level
•

Flexible hours and casual dress policies

• Competitive compensation and benefits
•

Keeping the work interesting, which can involve granting
responsibility and including staff in the planning process
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Plan Properly
M any practitioners believe that planning is critical to audit effi
ciency. The time the participants surveyed spent on this part of
the audit process varied greatly from firm to firm, with a range of
2 percent to 25 percent.
Strategies to plan properly included:
• Spend time getting to know a client and its systems in ad
vance to help understand its entire operation, as opposed
to reviewing or perform ing a bunch of procedures that
were done in the past and not really understanding why.
• As a part of the planning process, review the prior year’s
workpapers to familiarize the firm with client issues and to
seek out possible past inefficiencies and possible improve
ments in the firm’s own work.
• Meet with the client to discuss the audit process and iden
tify client responsibilities. Downloading the client’s trial
balance to the firm’s software, sending confirmations, and
preparing lead schedules are all procedures performed in
the planning process, as well as reviewing planning deci
sions with the firm’s audit staff and considering the staff
suggestions for improvements that were turned in at the
end of last year’s work.
However, the survey found that not all successful firms have
lengthy planning processes. Some considered what the firm could
have done differently simply by reviewing the prior year’s audit,
while others created a final plan after the audit had begun, when
current issues and problems were clear. These approaches gener
ally were applied by smaller firms with a higher percentage of ex
perienced staff.
Assess Risk
The survey found that correlating audit efforts to the levels of
risk and m ateriality resulted in a more efficient approach. The
practitioner’s audit risk assessment will affect the types of proce
dures to be performed. Procedures in the low-risk areas should be
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minimal. The firms should focus their procedures on the poten
tial problem areas instead.
Strategies for Assessing Risk. W hen considering risk, it’s a good
idea to bring the whole audit team together. In doing so, the se
nior people can talk about industry risks, while the middle-level
people tend to know more about the expertise or knowledge base
of client personnel and control issues. The lower-level people
tend to give little input but learn a lot, thus enabling the whole
audit team to understand the different types of risk.
According to the survey analytical procedures (reasonable and
predictive tests) were considered to be the most efficient. One
firm’s audit team begins each step of the process by asking, Can
we audit this analytically? Every participant is trying to use more
analytical procedures and to do less transaction testing because it:
•

Saves time

• Uncovers what isn’t there instead of focusing on what is
•

Is more interesting to perform, leading to a deeper under
standing of the client’s business

The survey revealed these areas in which predictive and reason
able tests have replaced transaction testing and saved time:
•

Rent payable or paid and rent receivable or received

• Interest income
• Depreciation
•

Payroll and payroll taxes

• Supplies
•

Prepaid expenses (rent, insurance)

•

Professional fees

The auditor considers the level of assurance, if any, he or she
wants from substantive testing for a particular audit objective
and decides, among other things, which procedure, or combina
tion of procedures, can provide that level of assurance. For some
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assertions, analytical procedures are effective in providing the
appropriate level of assurance. For other assertions, however, an
alytical procedures may not be as effective or efficient as tests of
details in providing the desired level of assurance.
Time Efficiencies
The survey also revealed tips for enhancing efficiency. One step
considered key to an efficient audit, saving as much as 20 percent
to 30 percent of total time, was completing the audit in the field.
Employees are less distracted when the audit wrap-up is com
pleted in the field, including:
• Reviewing workpapers
• Clearing up points that arise while doing the review of the
workpapers
•

Producing the draft report and management letter

O ther efficiencies identified that could improve profitability
include:
• Use technology. Cut down on hard copy and use laptops
and even portable printers to facilitate efficiency in the
field.
• Include memos in the workpapers. These can stipulate test
objectives, document steps performed, and describe what’s
found.
• Organize workpapers along narrative lines. Arrange them
so they describe what was done, why, and the results.
•

Keep it short. Restrict workpaper files to less than one-inch
thickness.

• Keep a summary of information received from the client
rather than storing all the data in the files for next year’s
team to wade through.
• Conduct firmwide meetings on how to streamline workpapers.
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•

Keep in touch. Have the audit partner or senior manager
available to staff in the field to reduce cycle time and total
audit time; staff can then get quick answers and implement
changes to the audit program.

•

Be consistent. Standardize the format and flow of workpa
pers so they are easy to understand and all data contained
in them are readily referenced.

Accounting Issues and Developments
Environmental Remediation Liabilities
Recently, there has been heightened vulnerability to CIRAs with
regards to environmental claims. Under current law, a CIRA may
be held liable in an environmental claim even if the CIRA was
not involved in generating, disposing of, or transporting haz
ardous substances. If the CIRA owns land that was contaminated
by previous owners, the CIRA m ay still become liable for the
cleanup of the site.
In addition to being concerned about environmental issues that it
inherits from other parties, a CIRA may have the following envi
ronmental considerations:
•

U nderground fu e l storage tanks. H eating oil for housing
units and gasoline for vehicles may be stored underground
at a CIRA. Federal, state, and local regulations require
monitoring of those storage tanks for leaks. Also, if leaks
occur, the cleanup of the surrounding soil is expensive and
only partially covered in typical CIRA insurance policies.

•

Wetlands. Federal law protecting wetlands m ay affect a
CIRA’s ability to make changes to its property when the
CIRA is located on or near wetlands.

• Mold, mildew, and other toxic chemicals. CIRAs are seeing
these “toxic torts” as construction, rehabilitation, and re
lated property maintenance problems grow.
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•

Waste disposal practices. Depending on the types of sub
stances being used and disposed of at a CIRA (for example,
fertilizers and paints), regulations exist that are designed to
prevent the release of hazardous substances into the envi
ronment. These regulations pertain to various matters, in
cluding the types of containers in which the wastes are
stored, and the land and structures surrounding them.

Statement of Position (SOP) 96-1, E nvironmental Remediation
Liabilities, provides accounting guidance for the recognition,
measurement, display, and disclosure of environmental remedia
tion liabilities. SOP 96-1 requires that environmental remedia
tion liabilities be accrued when the criteria in FASB Statement
No. 5, A ccounting fo r Contingencies, are met. SOP 96-1 includes
benchmarks to aid in the determ ination of when an entity is
identified as a potentially responsible party (PRP) and when a
feasibility study is completed. SOP 96-1 also requires that the ac
crual for environmental remediation liabilities include the incre
m ental direct costs of the rem ediation effort and the costs of
compensation and benefits for employees who are expected to de
vote a significant amount of time directly to the remediation ef
fort. The measurement of the liability should:
• Include the entity’s allocable share of the liability for a spe
cific site, and the entity’s share of amounts that will not be
paid by other PRPs or the government.
•

Be based on enacted laws and existing regulations and poli
cies, and on the remediation technology that is expected to
be approved to complete the remediation effort.

•

Be based on the entity’s estimates of what it w ill cost to
perform all elements of the remediation effort when they
are expected to be performed. The measurement m ay be
discounted to reflect the time value of money if the aggre
gate amount of the liability or component of the liability
and the amount and tim ing of the cash payments for the
liability or component are fixed or reliably determinable.

Estimates of environm ental rem ediation liabilities usually are
predicted on subjective information and numerous judgments
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about how matters will be resolved in the future. Such matters
generally increase audit risk, because of the difficulty in identify
ing and estimating remediation liabilities.
SOP 96-1 also provides guidance on the display of environmen
tal remediation liabilities in financial statements and on the dis
closures about environmental cost-related accounting principles,
environm ental loss contingencies, and other loss contingency
considerations. In addition to the accounting guidance, SOP 961 also contains a nonauthoritative section describing major fed
eral legislation dealing w ith pollution control (responsibility)
laws and environmental remediation (cleanup) laws and the need
to consider various state and non-U.S. government requirements.
Auditors should make inquiries of management and other appro
priate personnel, have knowledge of the CIRAs operations, make
inquiries of the CIRA’s attorneys, read the minutes of the board
meetings, and examine other pertinent sources of information to
obtain an understanding of any potential environmental remedi
ation liabilities present on the engagement. W hen potential expo
sure to environmental remediation liabilities exists, the auditor’s
understanding of the CIRAs internal control generally should ex
tend to controls designed to help management identify and eval
uate environmental remediation liabilities and loss contingencies.
The auditor’s substantive testing of environmental remediation lia
bilities generally consists of testing the accounting estimates
recorded by management, making inquiries of legal counsel or iden
tified specialists, and obtaining representations from management.
The Environmental Issues Task Force of the Auditing Standards
Board (ASB) has drafted auditing guidance on planning, per
forming, and reporting on an audit of financial statements as it
relates to auditing environm ental rem ediation liabilities. The
guidance is included in appendix C, “A uditing Environmental
Remediation Liabilities,” of SOP 96-1.
SOP 96-1 applies when there is the probability of litigation. Au
ditors should consider whether m anagement has followed the
guidance set forth in FASB Statement No. 5, FASB Interpreta
tion No. 14, Reasonable Estimation o f the Amount o f a Loss, and
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the FASB Emerging Issues Task Force (EITF) Issue No. 93-5, Ac

counting fo r Environmental Liabilities.
EITF Issue No. 93-5 states that the liability should be considered
separately from any potential recovery from other potentially re
sponsible parties. The loss arising from the recognition of the en
vironm ental liability should be reduced only when a claim for
recovery is probable of realization. The balance sheet liab ility
should not be offset by a recovery receivable unless the right of
offset exists under FASB Interpretation No. 39, O ffsetting o f

Amounts Related to Certain Contracts.
Tax Treatment of Environmental Cleanup Costs
How should CIRAs treat environmental cleanup costs for tax purposes?

CIRAs filing federal tax Form 1120 under IRC section 277 are
taxed as regular corporations, subject to the graduated corporate
rates. Such CIRAs are taxed on net income from member assess
ments over expenditures, unless an excess of member assessments
has been actually or constructively refunded to members (see
Revenue Ruling 70-604 for guidance), or that excess has been
appropriated and segregated to restricted accounts for capital re
placements. Accordingly, CIRAs may deduct expenses attribut
able to providing its members with services, insurance, goods, or
other items of value to the extent of income derived during the
year from members or transactions with members.3
Because of economic performance rules under IRC section
461(h), CIRAs should not deduct the costs associated with envi
ronmental cleanup until they are actually paid.
Disclosure of Certain Significant Risks and Uncertainties
What significant risks and uncertainties do auditors need to disclose?

SOP 94-6, Disclosure o f Certain Significant Risks and Uncertainties,
requires entities to include in their financial statements disclosures
3. In determining the applicability o f IRC section 2 7 7 to CIRAs, the accountant
should refer to applicable court cases and the IRC.
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about (1) the nature of their operations and (2) the use of esti
mates in the preparation of the financial statements. In addi
tion, if specified criteria are met, SOP 94-6 requires entities to
include in their financial statements disclosures about (1) cer
tain significant estimates and (2) current vulnerability due to
certain concentrations.
Examples of estimates that m ay be particularly sensitive to
changes in the current environment that may be presented in the
financial statements of a CIRA include the following:
•

Liabilities arising from lawsuits filed against the CIRA

• The collectibility of assessments receivable
• Liabilities arising from environmental remediation
Examples of concentrations that may meet the SOP 94-6 criteria
for disclosure in a CIRAs financial statement include the following:
• The available sources of supply material, labor, or services
• The number and amounts of loans obtained from a partic
ular lender
• The geographic area in which the CIRA is located
In preparing financial statements in conformity with GAAP, au
ditors should refer to SOP 94-6 for guidance. Auditors should
consider whether all significant estimates and concentrations
have been identified and considered for disclosure.
Uninsured Risks
CIRAs may lack sufficient insurance to protect them against sig
nificant loss. Although insured, some CIRAs carry deductibles
that would cause them to suffer significant losses before receiving
insurance com pensation. Internet-related exposures such as
maintaining privacy and security over information on CIRA Web
sites could cause potential liabilities and environmental remedia
tion liabilities (see the “Environmental Remediation Liabilities”
section of this Alert). W hen auditing a CIRA that is exposed to
significant uninsured risks, questions concerning the financial
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statem ent im plications of such uninsured risks arise. Should
uninsured risks be accrued for? Is financial statement disclosure
of an uninsured risk required?
W hen addressing these questions, auditors should remember the
following points:
• The absence of insurance against risks of future loss or
damage to an entity’s property by fire, hurricane, wind, ex
plosion, or other similar events does not mean that an asset
has been impaired or a liability has been incurred at the
date of the entity’s financial statements. W ith respect to
events of that type, the condition for accrual is not met
prior to the occurrence of the event because until that time
there is no diminution in the value of the property.
• The sole result of accrual, for financial accounting and re
porting purposes, is allocation of costs among accounting
periods. Anticipation of asset impairments, liabilities, or
losses that do not relate to the current or a prior period is
not justified by the matching concept.
•

Generally accepted accounting principles (GAAP) do not
require the disclosure of noninsured or underinsured risks;
however, those disclosures are not discouraged in appropri
ate circumstances.

A uditors should refer to FASB Statem ent No. 5 for further
guidance.
Privacy
What is all the talk about privacy issues about?

Protecting the privacy of financial information has emerged as an
issue within the CIRA industry. Increasingly, CIRAs are utilizing
online application service programs. Services and functions being
conducted online include:
•

C ollecting assessments through W eb-enabled financial
management software
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•

Processing work orders

•

Collecting user fees (for example, paying for the pool pass)

•

Collecting rents from commercial users

•

Communicating with homeowners via e-mail

•

Communicating with board members via e-mail

• Storing and transm itting documents such as governing
documents, rules, and regulations
•

Submitting forms to vendors for bids

W hen services and functions are conducted online, privacy issues
arise. Currently, only a handful of CIRAs conduct the above func
tions and services on the Internet. Nevertheless, using the Internet
for such services will continue to grow since it simplifies and reduces
the cost of the transactions, as well as facilitating loan balancing.
Privacy Risk
Concerns over privacy tend to focus on the following points:
•

Personal inform ation transm itted over the Internet and
other networks

• Third-party access to personal information
• The extensive collection of sensitive, personal information
necessary to carry on data m ining and customer relation
ship management activities
Privacy Regulations and Laws
CIRAs should be aware of existing federal and state privacy regu
lations and emerging regulations. Privacy is a new and growing
concern, and new rules likely w ill continue to develop. Also,
under the federal privacy law, if the Federal Trade Commission
determines state laws and regulations provide greater consumer
protection, those requirements will be incorporated into the fed
eral requirements. Several states have recently passed or proposed
various privacy regulations.
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Considerations for Auditors and Business Opportunities
A u d itor C on sid era tion s. As with any significant legal or regula
tory requirements, the auditor m ay need to obtain appropriate
representations from management that the CIRA has taken steps
to ensure compliance with existing privacy laws and test those
representations as considered necessary. Noncompliance could
result in significant financial risk to the CIRA.
P u b lic P r a c tic e O p p o rtu n ities. C lients m ay seek advice from
CPAs regarding the operational and system requirements related
to im plem enting privacy requirements. In addition, the recent
focus on privacy creates numerous service opportunities for the
practitioner in his or her role as adviser to clients. As more and
more CIRAs migrate to e-commerce environments, the need for
consultative advice and assurance on all aspects of operations af
fected by these changes becomes paramount to clients and poten
tial clients.
P r o v id in g A ssu ra n ce o n P r iv a c y S ystem s. To m itigate risks,
CIRAs m ay seek assurance services that test the efficacy of their
privacy systems. AICPA W ebTrust™ and SysT rust™ assurance
services are pioneering efforts in this area. Privacy consulting—
creating both privacy policies and systems as w ell as internal
controls— is also an area where the accounting professions exper
tise can put CPAs front and center in the effort to guard public
and business interests.
Electronic Commerce
An extensive discussion about e-commerce.

E-business is an increasingly powerful force affecting the CIRA
industry. More and more CIRAs are using the Internet or other
computer networks as an information resource or delivery chan
nel. An increasing percentage of CIRAs now provide some form
of Web site through which they can com m unicate w ith cus
tomers, and a small percentage provide Web sites that can be used
to conduct financial transactions. These numbers are growing.
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The AICPA Audit Risk Alert E-Business Industry — 2001/02
(Product No. 022273kk) provides an extensive discussion about
e-business. The Alert addresses risks associated with e-business,
security concerns, advice to help you audit in an e-business envi
ronment, testing internal controls, specific professional standards
to consult, and skills and training issues. Also addressed in the
Alert are accounting considerations including Web site develop
ment costs and the costs of start-up activities.
Special Assessments
CIRAs levy assessments for various purposes, from covering an
operating deficit or litigation costs to funding major repairs and
replacements. Special assessments should be reported as revenue
unless they are designated for specific costs that have not yet been
incurred and therefore should be deferred in accordance w ith
paragraph 4.12 of the AICPA Audit and Accounting Guide Com
mon Interest Realty Associations (the Guide) (Product No.
012491kk). Auditors should also consider the proper timing and
valuation of special assessments receivables, which m ay be col
lectible over time.
The Guide specifies that audit procedures applied to assessment
revenues should include comparing total reported assessments for
the period under audit w ith budgeted am ounts and testing
whether amounts assessed to individual owners have been com
puted in accordance with the CIRAs documents.
W hen auditing assessments receivable, the Guide states that the
auditor should design tests to provide reasonable assurance that
the following have occurred.
1. All assessments receivable owed to the CIRA at the balance
sheet date are recorded.
2. Recorded assessments receivable represent amounts owed
to the CIRA at the balance sheet date.
3. Assessments receivable are properly described and classified
in the financial statements.
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The auditor may achieve these objectives by performing substan
tive tests or a combination of substantive tests and tests of con
trol. One of the most w idely used substantive tests for
determining the existence and accuracy of receivables is confir
mation of the amount receivable by direct communication with
parties owing amounts to the entity being audited. SAS No. 67,
The Confirmation Process (AICPA, Professional Standards, vol. 1,
AU sec. 330), provides guidance about the confirmation process
in audits conducted in accordance with generally accepted audit
ing standards (GAAS). If replies to confirmation requests are not
received or if the replies are not satisfactory, the auditor should
obtain satisfaction about the existence and accuracy of assessment
receivable balances by alternative procedures such as examining
subsequent cash receipts and the existence of liens filed against
units, although such liens do not assure the collectibility of as
sessments receivable.
In addition, when auditing revenues and related receivables from
special assessments, auditors may wish to consider examining the
following:
•

Documents supporting the board’s decision to levy spe
cial assessments (minutes of meetings, contracts, or legal
documents)

• The CIRA’s governing documents indicating the criteria
for assessing members
• The CIRA’s governing documents indicating the criteria
for assessing developers (owners of unsold CIRA units),
and the legal responsibilities of developers to pay those
assessments
• Expenditures, if any, related to special assessments (Ex
penses, including allocable costs such as income taxes,
whether incurred or budgeted, should be directly associ
ated with the assessment. If the assessment is for major re
pairs and replacements, relevant expenses include direct
costs of repairing and replacing specific common property
and indirect costs, such as liability insurance expense in
curred during the construction period.)
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It also should be mentioned that as CIRAs age, borrowing from
banks has become common practice. The aging structures have
resulted in major component deterioration, in areas such as con
crete spalling of exterior walls, balconies, garages, and common
area structural damages, as well as elevator malfunctioning and
boilers and cooling towers repairs or replacements, just to name a
few. Payment terms vary considerably, as banks have been very
competitive. Larger CIRAs m ay even go to banks for working
capital loans, with the intention of restoring adequate working
capital with higher assessments in a short period of time. How
ever, in light of the current economic conditions, it is conceivable
that banks will be more stringent in their underwriting guidelines
for CIRA loans.
Update on Accounting Projects That May Be Relevant to CIRAs
Accounting standard setters are addressing several issues that
could affect CIRAs. Although final pronouncements may not be
issued and effective for some time, you m ay want to acquaint
yourself with how the issues being addressed may change existing
practice and affect your CIRA clients. Some clients will require
assistance to understand or otherwise prepare for any new ac
counting guidance.
Special Assessments and Deferred Revenue
Some CIRAs receive loans, such as Small Business Association
loans, to pay for common property or other capital improve
ments. For example, CIRAs may receive loans to pay for replace
ment of common areas that have been damaged or destroyed by
natural disasters, such as earthquakes and hurricanes. In confor
m ity with the CIRA Guide, those improvements are frequently
expensed as incurred, rather than capitalized and depreciated.
Some of the loans are made to the CIRA subject to the CIRA as
sessing its members for amounts equal to the present value of the
loan obligation, with the assessment generally payable with inter
est in amounts and in periods matching the loan amortization, al
though variations on this assessment model exist. A typical
scenario is for the lender to require that the loans be secured by
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the special assessment receivable. Owners agree to the special as
sessment with the understanding that it is designated for repay
m ent of a loan that is undertaken to finance capital
improvements. Questions have arisen about CIRAs reporting
special assessments designated for future loan payments in cir
cumstances in which the loans are entered into for purposes of fi
nancing capital improvements that are expensed as incurred.
Paragraphs 4.12 to 4.15 of the CIRA Guide discuss, among other
matters, accounting for special assessments and deferred revenue.
The Guide provides that all assessments, including special assess
ments and periodic assessments for funding future major repairs
and replacements, should be reported as revenue in the period in
which they are assessed, regardless of whether they have been col
lected or expended, subject to the exception in the following sen
tence. Paragraph 4.12 of the Guide provides as follows:
Deferred revenue may include items such as special assessments
designated for specific costs that have not yet been incurred. Such
amounts should be reported as revenues when corresponding
liabilities and expenses are reported. [emphasis added]
In other words, revenue from special assessments designated for
specific costs that have not yet been incurred should be deferred
and recognized when the corresponding liabilities and expenses
are reported.
Practice for reporting the kinds of special assessments described
above (assessments for future loan payments in circumstances in
which the loans are entered into for purposes of financing capital
improvements that are expensed as incurred) is diverse. For exam
ple, some recognize the special assessment as a receivable and rev
enue when the assessment is levied. Others recognize the special
assessment as a receivable when levied and recognize revenue
when the expenses for making the capital improvements are in
curred, which is frequently the same period in which the receiv
able is recognized and therefore frequently results in the same
reporting as that described in the previous sentence. Others do
not report the assessment as a receivable (or revenue) when it is
levied, but instead report a receivable and revenue each year for
the amount of the annual payment due.
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In considering whether a special assessment should be reported as
a receivable, auditors should consider whether it meets the defin
ition of an asset in FASB Concepts Statement No. 6, Elements o f
Financial Statements. Auditors should be alert that a special as
sessment that has been levied should likely be reported as an as
sessment receivable even though it is due in future periods,
although exceptions could exist depending on the facts and cir
cumstances of a particular assessment. The AICPA is considering
whether it should address this issue further, such as through a
staff Technical Practice Aid or through a pronouncement issued
by the AICPA’s A ccounting Standards Executive Com m ittee
(AcSEC).
Proposed SOP Related to Property, Plant, and Equipment
In July 2001 the AcSEC released for exposure a proposed SOP
providing guidance on accounting for certain costs and activities
relating to property, plant, and equipment (PP&E). For purposes
of this proposed SOP, a project stage or timeline framework is
used and PP&E assets are accounted for at a component level.
Costs incurred for PP&E are classified into four stages: prelimi
nary, preacquisition, acquisition-or-construction, and in-service.
The proposed SOP requires, among other things, the following:
•

Preliminary stage costs should be charged to expense as in
curred, except for payments to obtain an option to acquire
PP&E.

•

Preacquisition and acquisition-or-construction stage costs
should be charged to expense as incurred unless the costs
are directly identifiable with the specific PP&E. Directly
identifiable costs include only:
— Incremental direct costs of activities incurred in transac
tions w ith independent third parties for the specific
PP&E.
— Certain costs directly related to specified activities per
formed by the entity for the specific PP&E.
— Payments to obtain an option to acquire PP&E.
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Costs related to PP&E that are incurred during the inservice stage, including costs of normal, recurring, or peri
odic repairs and maintenance activities, should be charged
to expense as incurred unless the costs are incurred for (1)
the acquisition of additional PP&E or components of
PP&E or (2) the replacement of existing PP&E or compo
nents of PP&E.
Removal costs incurred during replacement of PP&E, ex
cept for certain demolition costs, should be charged to ex
pense as incurred.
D uring all stages, general and adm inistrative costs and
overhead costs, including costs of support functions,
should be charged to expense as incurred.
Costs of planned major maintenance activities are not a
separate PP&E asset or component. Those costs should be
charged to expense, except for acquisitions or replacements
of components that are capitalizable under the in-service
stage guidance of this SOP.
A component is a tangible part or portion of PP&E that
(1) can be separately identified as an asset and depreciated
over its own expected useful life and (2) is expected to pro
vide economic benefit for more than one year. If a compo
nent has an expected useful life that differs from the
expected useful life of the PP&E asset to which it relates,
the cost should be accounted for separately and depreci
ated or amortized over its expected useful life. Component
accounting should begin at the time of acquisition or con
struction. Com ponent accounting for a replacem ent
should begin at the time of replacement. If an entity re
places a part or portion of a PP&E asset that has not been
previously accounted for as a separate component, and the
replacement meets the definition of a component, then the
entity should capitalize the replacement, account for it as a
separate component going forward, estimate the net book
value of the replaced item, and charge that net book value
to depreciation expense in the period of replacement.
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• Am ounts contractually recoverable by a lessor from a
lessee, under the terms of an operating lease, for capital ex
penditures that benefit m ultiple lessees, should be ac
counted for as deferred revenue by the lessor and prepaid
rent by the lessee. PP&E expenditures meeting the require
ments of this SOP should be capitalized by the lessor.
This SOP is proposed to be effective for financial statements for
fiscal years beginning after December 15, 2001, with earlier ap
plication encouraged. Practitioners should be alert for the final is
suance of the proposed SOP.
Simultaneously with AcSEC’s release of the proposed SOP, FASB
issued an exposure draft of a proposed Statement of Financial Ac
counting Standards, A ccounting in Interim and Annual Financial

Statements fo r Certain Costs and Activities Related to Property, Plant
and Equipment (an amendment of Accounting Principles Board
[APB] Opinions No. 20, A ccounting Changes , and No. 28, In
terim Financial Reporting, and FASB Statements No. 51, Finan
cia l R eporting by Cable Television C ompanies , and No. 67,
A ccounting fo r Costs and Initial Rental Operations o f Real Estate
Projects, and a rescission of FASB Statement No. 73, Reporting a
Change in A ccounting fo r Railroad Track Structures). That pro
posed Statem ent includes am endm ents to certain FASB pro
nouncements that would be made in conjunction w ith the
issuance of the proposed SOP.

Auditing and Attestation Pronouncements and
Guidance Update
Presented below is a list of auditing and attestation pronounce
ments, guides, and other guidance issued since the publication of
last year’s Alert. The AICPA Audit Risk Alert—2001/02 contains
a summary explanation of all these issuances. For information on
auditing and attestation standards issued subsequent to the w rit
ing of this Alert, please refer to the AICPA Web site at www.
aicpa.org/members/div/auditstd/technic.htm. You may also look
for announcements of newly issued standards in the CPA Letter
and Journal o f Accountancy.
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To obtain copies of AICPA standards and guides, contact Member
Satisfaction at (888) 777-7077 or go online at www.cpa2biz.com.

SAS No. 94

The Effect o f Information Technology on the Auditor’s
Consideration o f Internal Control in a Financial State
ment Audit (AICPA, Professional Standards, vol. 1,
AU sec. 319)

SOP 01-3

Performing Agreed-Upon Procedures Engagements That
Address Internal Control Over Derivative Transactions as
Required by the New York State Insurance Law

S SA E No. 10

Attestation Standards: Revision and Recodification
(AICPA, Professional Standards, vol. 1, AT secs.
10 1-7 0 1)

Audit Guide

Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities

Audit Guide

Auditing Revenue in Certain Industries

Audit Guide

Audit Sampling

Audit Guide

Analytical Procedures

Practice Alert 0 1-1

Common Peer Review Recommendations

Accounting Pronouncements and Guidance Update
Presented below is a list of accounting pronouncements and other
guidance issued since the publication of last year’s Alert. The
AICPA Audit Risk Alert—2001/02 contains a summary explana
tion of all these issuances. For information on accounting stan
dards issued subsequent to the writing of this Alert, please refer to
the AICPA Web site at www.aicpa.org, and the FASB Web site at
www.fasb.org. You may also look for announcements of newly is
sued standards in the CPA Letter and Journal o f Accountancy.

FASB Statement No. 141

Business Combinations

FASB Statement No. 142

Goodwill and Other Intangible Assets

FASB Statement No. 143

Accountingfo r Asset Retirement Obligations

FASB Technical Bulletin
No. 0 1-1

Effective Date fo r Certain Financial Institutions o f
Certain Provisions o f Statement 14 0 Related to the
Isolation o f Transferred Financial Assets
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FASB Statement No. 144

Accountingfo r the Impairment or Disposal o f
Long-Lived Assets

SOP 00-3

Accounting by Insurance Enterprisesfo r Demutualizations
and Formations o f Mutual Insurance Holding Companies
and fo r Certain Long-Duration Participating Contracts

SOP 0 1-1

Amendment to Scope o f Statement o f Position 95-2,
Financial Reporting by Nonpublic Investment
Partnerships, to Include Commodity Pools

SOP 0 1-2

Accounting and Reporting by Health and Welfare Benefit
Plans

AICPA Audit and
Accounting Guide

Audits o f Investment Companies

Questions and Answers

FASB Statement No. 14 0

On the Horizon
Auditors should keep abreast of auditing and accounting devel
opments and upcoming guidance that m ay affect their engage
ments. Presented below is brief information about some ongoing
projects that are especially relevant to the CIRA industry. Re
member that exposure drafts are nonauthoritative and cannot be
used as a basis for changing GAAP or GAAS. The AICPA Audit
Risk Alert—2001/02 summarizes some of the more significant ex
posure drafts outstanding.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding expo
sure drafts, including downloading a copy of the exposure draft.

Standard Setting Body

Web Site

AICPA Auditing Standards
Board (ASB)

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
edo/index.htm

FASB

www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html

Professional Ethics Executive
Committee

www.aicpa.org/members/div/ethics/
index.htm
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Help Desk—The AICPA’s standard-setting committees are
now publishing exposure drafts of proposed professional stan
dards exclusively on the AICPA Web site. The AICPA will no
tify interested parties by e-mail about new exposure drafts. To
be put on the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “ex
posure draft email list” in the subject header field to help
process the submission more efficiently. Include your full
name, mailing address and, if known, your membership and
subscriber number in the message.
New Framework for the Audit Process
The ASB is reviewing the auditor’s consideration of the risk as
sessment process in the auditing standards, including the neces
sary understanding of the client’s business and the relationships
among inherent, control, fraud, and other risks. The ASB expects
to issue a series of exposure drafts in late 2001 and 2002. Some
participants in the process expect the final standards to have an
effect on the conduct of audits that has not been seen since the
“expectation gap” standards were issued in 1988.
Some of the more important changes to the standards that are ex
pected to be proposed are:
• A requirement for a more robust understanding of the en
tity’s business and environment that is more clearly linked
to the assessment of the risk of material misstatement of
the financial statements. Among other things, this will im 
prove the auditor’s assessment of inherent risk and elim i
nate the “default” to assess inherent risk at the maximum.
• An increased emphasis on the importance of entity con
trols with clearer guidance on what constitutes a sufficient
knowledge of controls to plan the audit.
• A clarification of how the auditor m ay obtain evidence
about the effectiveness of controls in obtaining an under
standing of controls.

42

• A clarification of how the auditor plans and performs au
diting procedures differently for higher and lower assessed
risks of material misstatement at the assertion level while
retaining a “safety net” of procedures.
These changes collectively are intended to improve the guidance
on how the auditor operationalizes the audit risk model.
You should keep abreast of the status of these projects and pro
jected exposure drafts, inasmuch as they will substantially affect
the audit process. More inform ation can be obtained on the
AICPA’s Web site at www.aicpa.org.

Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs.

On the Bookshelf
The following publications deliver valuable guidance and practi
cal assistance as potent tools to be used on your engagements.
• A uditing D erivative Instruments, H edging Activities, a n d
Investm ents in Securities A udit Guide (Product No.
012520kk)
• Revenue Recognition Audit Guide (Product No. 01251 0 kk)
• Audit Sampling Audit Guide (Product No. 012530kk)
• Analytical Procedures Audit Guide (Product No. 012551kk)
• A uditing Estimates and Other Soft A ccounting Information
Practice Aid (Product No. 010010kk)
• A ccounting Trends & Techniques—2001
• Preparing and Reporting on Cash- and Tax-Basis Financial
Statements Practice Aid (Product No. 006701 kk)
•

Consideration o f Internal Control in a Financial Statement
Audit—1997 (Product No. 012451 kk)
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•

Use o f Real Estate Appraisal Information 1997 (Product No.
013159kk)

•

Common Interest Realty Associations Checklist (Product No.
008764kk)

•

Considering Fraud in a Financial Statement Audit: Practical
Guidance fo r Applying SAS No. 82 (Product No. 008883kk)

Audit and Accounting Manual

T he Audit and Accounting M anual (Product No. 005131 kk) is a
valuable nonauthoritative practice tool designed to provide assis
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs, auditors’ reports, checklists, engagement letters,
management representation letters, and confirmation letters.
CD-ROM
The AICPA is currently offering a CD -R O M product titled
reS ource: AICPA’s A ccou n tin g a n d A uditing L iterature. T his
CD -RO M enables subscription access to the following AICPA
professional literature products in a Windows format: Professional
Standards, Technical P ractice Aids, and Audit a n d A ccounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynam ic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be
tween all products.
Educational Courses
The AICPA has developed a number of continuing professional
education courses that are valuable to CPAs working in the CIRA
industry. Those courses include:
• AICPA’s Annual A ccounting a n d A uditing Workshop
(2000-2001 edition) (Product No. 737061 [text] 187078
[video]). W hether you are in industry or public practice,
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this course keeps you current and informed, and shows
you how to apply the most recent standards.
• Independence (Product No. 739035). This new interactive
CD-ROM course will review the AICPA authoritative lit
erature covering independence standards, including the
newly issued SEC Practice Section (SECPS) independence
requirements, SEC regulations on independence, and In
ternational Standards Board (ISB) standards.
• Internal Control Implications in a Computer Environment
(Product No. 730617). This practical course analyzes the
effects of electronic technology on internal controls and
provides a comprehensive examination of selected com
puter environments, from traditional mainframes to popu
lar personal computer set-ups.
Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An
annual fee ($95 for members and $295 for nonmembers) will offer
unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register today as our guest at infobytes.
aicpaservices.org.
CPE CD-ROM

The P ractition er’s Update (Product No. 73811 0 kk) CD -RO M
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses prim arily on new pronounce
ments that w ill become effective during the upcom ing audit
cycle.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac
tivities, and find help on your membership questions call the
AICPA Member Satisfaction Center at (888) 777-7077.
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Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser
vices. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in
quiries concerning independence and other behavioral issues re
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Web Sites
AICPA Online
AICPA O nline offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af
fairs affecting CPAs. In addition, AICPA Online offers informa
tion about AICPA products and services, career resources, and
online publications.
CPA2Biz
You can order AICPA products and obtain guidance about vari
ous accounting and auditing matters online at cpa2biz.com.
Other Helpful Web Sites
Further inform ation on matters addressed in this A udit Risk
Alert is available through various publications and services of
fered by a number of organizations. Some of those organizations
are listed in Appendix.
This Audit Risk Alert replaces Common Interest Realty Associations
Industry Developments — 2000/01.
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The Audit Risk Alert Common Interest Realty Associations Industry
Developments is published annually. As you encounter audit or in
dustry issues that you believe warrant discussion in next year’s
Alert, please feel free to share those with us. Any other comments
that you have about the Alert would also be appreciated. You may
e-mail these comments to lwest@aicpa.org, or write to:
Lori A. West, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX

The Internet— An Auditor’s Research Tool
Some Web sites that may provide valuable information to audi
tors are listed in the following tables.
Association-Related Information
General
Contact Inform ation

Organization

Internet Address

Community
Associations
Institute

16 3 0 Duke Street
Alexandria, VA 2 2 3 1 4
(703) 548 -86 0 0

www.caionline.org

National Association
o f Housing
Cooperatives

14 0 1 New York
Avenue # 1100
Washington, D C 2 0 0 0 5
(202) 383 -54 7 5

www.coophousing.org

American Resort
Development
Association

1220 L Street, Ste 500
Washington, D C 200 0 5
(202) 3 7 1 -6 7 0 0

www.arda.org

General Web Sites of Interest
Nam e o f Site

Content

Internet Address

American Institute
o f CPAs

Summaries o f recent auditing and
other professional standards as
well as other AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries o f recent accounting
pronouncements and other
FASB activities

www.fasb.org

The Electronic
Accountant

W orld W ide Web magazine that
features up-to-the-minute news
for accountants

WWW.

CPAnet

Links to other Web sites o f
interest to CPAs

www.cpalinks.com/

electronicaccountant.
com

(continued)
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Name o f Site
Guide to W W W
for Research and
Auditing

Content

Internet Address

Basic instructions on how to use the
Web as an auditing research tool

www.tetranet.net/
users/gaostl/guide.htm

Accountant’s
Home Page

www.computercpa.
com/

Double Entries

A weekly newsletter on accounting
and auditing around the world

www.csu.edu.au/lists

U.S. Tax Code
Online

A complete text o f the U.S.
Tax Code

www.fourmilab.ch/
ustax/ustax.html

Federal Reserve
Bank o f New York

Key interest rates

www.ny.frb.org/
pihome/statistics/
dlyrates

Cybersolve

Online financial calculators such
as ratio and breakeven analysis

www.cybersolve.com/
toolsl.htm l

FedWorld.Gov

U.S. Department o f Commercesponsored site providing access to
government publications

www.fedworld.com

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Vision Project

Information on the profession’s
vision project

www.cpavision.org/
horizon

Internet Bulletin
for CPAs

CPA tool for Internet sites,
discussion groups, and other
resources for CPAs

www.kentis.com/
ib.html

Federal
Communication
Commission

FCC-sponsored site providing
access to rulings and other FCC
information

www.fcc.gov/

Federal National
Mortgage
Association

FannieMae-sponsored site pro
viding access to products and
other FannieMae information

www.fanniemae.com

Federal Home
Loan Mortgage
Corporation

FreddieMac-sponsored site
providing access to products,
forms, business tools, and other
FreddieMac information

www.freddiemac.com

Department o f
Veterans Affairs

VA-sponsored site providing
access to online applications,
special programs, and other VA
information

www.va.gov

U.S. D ept. o f
Housing and
Urban Development

HUD-sponsored site providing
access to notices and other
HUD information

www.hud.gov/
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